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SHOULD A DIRECTOR OF A CORPORATION BE A STOCK- 
HOLDER? 



The attention of the country has recently been directed to the 
mismanagement and improper handling of great railroad and 
other corporate properties, and legislative bodies are being urged 
to pass stringent laws to prevent the continuance or repetition of 
these scandals. Might it not be well to consider whether there is 
not some simple method of assuring an honest and fair adminis- 
tration of these aggregations of capital, by an application of ex- 
isting and thoroughly understood principles, rather than to create 
new statutes, the effect of which too frequently, is to handicap 
and prevent legitimate enterprise? 

The operation of a great railroad system involves so many in- 
terests and affects the public in so many ways that new statutes, 
drawn to prevent a particular evil, frequently operate to the detri- 
ment of the property and impose unjust burdens which have no 
beneficial result. These burdens must ultimately be borne by 
the people in the shape of increased freight and passenger charges, 
or of reduced facilities. To a certain extent the same statement 
might be made regarding the operation of any large corporation. 
If, then, there is within our jurisprudence any general principle 
of action, which can be applied to the management of these in- 
stitutions, and which would compel a proper regard for the in- 
terests confided to their charge; and if the efficacy of this prin- 
ciple has been thoroughly demonstrated in the past, would it not 
be wise to simply extend the operation of this principle, and leave 
to the management of these companies the broadest latitude and 
discretion, subject to this great controlling principle of conduct ? 

Within the province of the law there is probably no general re- 

(The laws of many states require a director of a corporation to 
be a stockholder. The reasons why this rule should be changed, 
and why directors of large corporations should be forbidden to be 
stockholders.) 
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lation more completely understood than the relation of a pure 
trustee to the trust subject committed to his charge and to the 
beneficiaries of that trust. Such a trustee must handle his trust 
subject solely and exclusively in the interest of its beneficiaries. 
He can not deal with it or trade with it in any way for his own 
benefit. Even where he trades with it in the most open way, and 
for the obvious benefit of the trust subject, his actions are im- 
mediately the subject of suspicion by the courts, and the burden 
of showing his good faith in such transactions is upon him. The 
responsibility and liability of such a trustee is thoroughly un- 
derstood, has been decided and passed on by the courts in thou- 
sands of cases, and is founded on such broad and equitable prin- 
ciples that it rarely needs an explanation. The average man 
knows the general duties of a pure trustee, just as he knows 
the general duties of a citizen. 

That the principles governing the relations of such a trustee 
are, as a rule, adequate for the protection of the trust subject 
?nd of the beneficiaries, is evidenced by the successful and hon- 
est administration of hundreds of millions of trust estates in his 
hands of trust companies and individuals. While there are, of 
course, many derelictions by- trustees, and while these derelic- 
tions will continue so long as human nature remains the same, 
yet there is seldom any serious question as to the trustee's lia- 
bility for dereliction. The trustee can not take refuge behind 
a quibble or a technicality. 

Let us now consider what is the greatest weakness of our pres- 
ent system of managing great corporate interests ? And then let 
us see whether the remedy to be suggested can be applied with 
any reasonable hope of overcoming this weakness, and of meeting 
the needs of the situation. 

In an overwhelming majority of cases, where great corpora- 
tions have suffered financial shipwreck the trouble has been found 
to be the use of the corporate resources in one way or another 
to promote the financial or other interests of officers, directors, 
or individuals controlling the corporation. Instances might be 
cited where the officers or directors of a railroad corporation have 
personally bought up a small railroad at a low price, and have 
then sold it to the corporation at an enormous profit. Corporate 
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resources have been used to advance the political ambitions of 
some individual connected with its management. Advance in- 
formation as to the declaring or passing of a dividend have been 
used by those on the inside, and they have been "long" or "short" 
on the stock in consequence, to their great personal profit and to 
the injury of the corporation and its innocent stockholders. In- 
dividuals on the inside have invested largely in real estate or 
other properties and have then used the corporate resources to 
promote and develop this individual property. There have been 
many methods of using corporate property for the benefit of 
the individuals managing the same, and instances might be multi- 
plied indefinitely. 

There can be no question that this has been done, and there 
can be no question that it ought not to be done. The man on the 
street tersely sums up the situation by saying: "Corporation 
presidents don't become millionaires by saving their salaries." 

Now everyone knows that this condition is wrong, and the peo- 
ple want to find the remedy. To do this, we should first under- 
stand how such procedure became possible, and then consider 
what remedy, if any, can be applied. 

The conditions which have made these outrages possible have 
arisen as an incident to the wonderful growth and expansion of 
corporate resources and corporate activities. 

A hundred years ago corporations were few and of small im- 
portance. Nearly all business was conducted by individuals. 
Such corporations as existed usually existed under special char- 
ter from the government, had a small capital and were confined 
in their activities to a limited locality. The stockholders were 
generally known to and trusted by each other. The affairs of 
the corporation were matters of common knowledge to all the 
stockholders. Corporations were regarded by their stockholders 
practically as limited partnerships. They were organized and 
operated on the basis of their capital stock, and the management 
was looked on as being morally responsible for any debts con- 
tracted. Bond issues were rarely placed and preferred stocks 
were practically unknown. 

Under these circumstances it was natural and proper that the 
parties interested in the corporation should constitute its offi- 
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cers and directors, although the old common law did not re- 
quire a director to be a stockholder. It was reasonable to as- 
sume that the men who had invested largely in the enterprise 
would be suitable persons to direct its activities. By reason of 
their large interest they would devote time and attention to its 
affairs, and in protecting their own investment they would pro- 
tect the investment of their friends and associates. . In many 
cases all of the stockholders were directors, and in this way, each 
stockholder was given a voice in the management of the com- 
pany. This same condition now exists in many of the small 
mercantile and business corporations. In these there is rarely 
any such trouble or difficulty as is experienced with the larger 
companies. 

As a result of these conditions the idea became prevalent that 
a director of a corporation should be a stockholder, and many 
of the States passed statutes requiring this. 

As the scope and activities of the corporations increased, this 
same idea prevailed. The directors of railroads and other large 
corporations were and are now generally required to be stock- 
holders. 

Now, the result of this was a curious anomaly. In a sense 
the director is a trustee for the benefit of all the stockholders. 
But he is not an impartial trustee. He is a trustee who not only 
has an interest in his trust subject, but who is generally required 
by law to be a stockholder and thus to have an interest in his 
trust subject, as a condition to his being a director. Consequently 
the old rigid rules as to the conduct of a strict trustee have been 
relaxed in his case. As a director or trustee he has certain du- 
ties, but as a stockholder or beneficiary he has certain rights. 
True, he is supposed to have no greater rights than any other 
stockholder ; but men are human ; and when he as a director ob- 
tains certain information beneficial to him as a stockholder, it is 
diffcult for him not to feel that he can temporarily exercise his 
rights as a stockholder, even though in the meantime he over- 
looks some of his duties as a director. 

Thus it has come about that directors frequently use for their 
own benefit as stockholders information obtained by them as 
directors, before disclosing this information to other stockholders. 
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In small corporations, closely held, the danger from this source 
is minimized, because the people are known to each other and 
are closely associated. Moreover, any such procedure is so glar- 
ing an injustice that public sentiment condemns it, and finally 
the opportunities are few and limited in amount. 

But in the larger corporate enterprises, where the investment 
runs up into the hundreds of millions; where stockholders are 
scattered all over the earth and are numbered by thousands, and 
where the activities of the corporation extend over a great area, 
being frequently national or international in their scope, these 
restraining influences are removed. In these cases, the officers 
and directors, owning usually only a very small proportion of 
the stock, see an opportunity to make a profit for themselves by 
trading with, or in the corporate assets. As a result they lose 
sight of their strict obligation as trustees. The profit to them- 
selves may represent a loss to each stockholder so small as to be 
negligible. The proposed deal may seem to be in the interest of 
the corporation. Is it remarkable that in the eyes of the man- 
agement their rights and privileges as stockholders supersede, 
for the time, their duties and obligations as directors? 

So prevalent has this abuse become, and so ingenious and per- 
suasive are the arguments advanced in support of such action, 
that the public conscience has become dulled, and the abuse of 
their trust by directors does not receive the condemnation it 
deserves. It seems to be generally accepted that directors and 
officers of large corporations should have "inside information" 
and should use it for their personal profit. To so use it is gen- 
erally commented on as an evidence of cleverness, rather than as 
proof of dishonesty and unfair dealing. How often do we hear 
that a certain man has been a director in some large corporation, 
has had inside information and has become wealthy from using 
it! And the comments are generally made as if such action 
were to be commended and imitated. If the same man as ex- 
press trustee of some estate were to use an ordinary trust fund 
confided to him for his own purposes, he would be shunned by 
all honest men, and would probably be held criminally liable. A 
distinction is generally recognized between the two cases. In 
one case, he is a pure trustee, acting impartially, not interested 
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in the trust subject, and is subject to the most rigid rules of 
conduct ; in the other, he is in an anomalous position, where he 
is both trustee and beneficiary, and where he can use his position 
and information for his own benefit, without loss of prestige, so 
long as there is no absolute wrecking of the company. 

If this analysis of the conditions is correct, then the remedy 
is obvious. The directors should be made pure trustees and 
should be charged with all the duties usually incident to such a 
position of trust. They should be prohibited from being in any 
way interested in the trust subject, or from trading with or in 
the same, so as to make their administration of the trust im- 
partial. 

This can be done by a statutory enactment declaring them strict 
trustees, and forbidding their owning any stock or other interest 
in the trust subject, or trading with the same. 

We are accustomed to thinking that directors should be stock- 
holders. The suggestion that we prohibit their holding stock, 
and so reverse our former policy, consequently seems startling 
and unnatural. But there seems to be no question about the 
right and power to pass and enforce such a provision. Would 
not its effect be to ensure honesty and impartiality in the ad- 
ministration of large corporate affairs? 

Of course such a requirement should be limited in its applica- 
tion. Some arbitrary method of selecting the corporation to 
become subject to the provision must be adopted. It would be 
unwise and impracticable to apply the rule to small commercial 
or business corporations. And, moreover, the abuses to be rem- 
edied do not occur in these companies. The law might be ap- 
plied to public service corporations having a capital stock of 
one million or more: to all railroads or corporations engaged in 
interstate traffic: to any and all corporations whose securities 
are listed on any exchange: or by some other method of se- 
lection which would serve to apply the regulation to the major- 
ity of cases where the abuses exist. 

Let us now see what would be the effect of such a law. 

No director of the corporations embraced within such a law 
could be a stockholder or in any way financially interested in the 
corporation of which he was a director. And every such director 
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would be purely a trustee, subject to the rigid rules governing 
such trustees. 

As a result the directors would have to be adequately paid for 
their services. They would be required to handle the affairs of 
the company just as they would handle any other trust estate. 
They would still have all the discretionary powers now granted 
to directors, and would not in any way be liable for a mistake 
in judgment, so long as they acted in good faith and so long as 
they did not trade with or in the trust estate or use it for their 
personal benefit. 

It will be said that suitable parties would refuse to serve as 
directors because they could not be adequately compensated for 
their time and trouble. If this is true, then does it not follow 
that under present conditions they are receiving adequate com- 
pensation in some way to justify their work. Certainly the sal- 
aries usually paid them are not sufficient to compensate them for 
their time and work. Evidently they are compensated indi- 
rectly, and this so-called indirect compensation is the very evil 
to be abolished. 

Would it not be better to have a corporation legally bound to 
pay its directors an adequate and fixed compensation, rather than 
to leave it to the directors themselves to fix the character and 
amount of the compensation they are to receive indirectly? 

Would not the rights of the stockholders thereby be more 
carefully preserved? 

Such paid directors, who could own no stock in the corporation 
and who could not trade with it in any way, would more care- 
fully and impartially preserve the interests of the public as well 
as those of the stock and security holders. There would be no 
inducement to them to maintain illegal lobbies, or to buy off the 
authors of "strike" bills. As strict trustees they would not dare 
to use their trust funds for such purposes, and if they did, it 
would be a reckless man who would accept such funds when of- 
fered for such a purpose. 

The greatest need in the management of these great properties 
is absolute and uncompromising honesty, and impartiality. That 
this is true has been proved by the experience of courts and re- 
ceiverships. A court, with no knowledge of railroading, takes 
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hold of a property which has been financially wrecked. The 
court has no qualification for operating the road save absolute 
honesty and impartiality. The result is usually that the prop- 
erty is quickly rehabilitated. 

If the plan suggested were put into effect, it can be readily 
seen how far-reaching would be the effect. As an illustration, 
pttention is called to the recent agitation to prevent interlocking 
directorates. The difficulty here is to enact a law which will 
accomplish the desired result without unduly handicapping busi- 
ness operations. Even if a man can not serve on the directorates 
of two companies trading with each other, we all know that it 
would be easy for him to accomplish the same purpose by having 
his relative or his friend serve as a director in one of the com- 
panies, while he serves in the other. The letter of such a law 
might be observed, but its spirit would be evaded. 

But suppose the directors of both companies were pure trustees 
and were forbidden to have any interest in their respective com- 
panies, or to trade with them in any way. There would be no 
need for a law prohibiting interlocking directorates. No such 
trustee would consent for an instant to be placed in the position 
of trading with the trust fund in his charge for the benefit of 
another company in which he was interested. The risk would 
be too great. The punishment too appalling. The directors of 
a railroad, being pure trustees and having no financial interest 
therein, would never consent to use the income of the trust funds 
in their charge to buy coal or rails or other supplies from com- 
panies controlled by them. Not only would there be no inter- 
locking directorates, but there would be no interlocking interests, 
concealed by different directorates. 

The safeguards against improper action would be far greater, 
than could be provided by any amount of specific legislation, and 
the usual and ordinary operations of the corporation would not 
be interfered with. 

Such a provision could readily be put into force by the passage 
of State laws; or perhaps by an Act of Congress requiring all 
corporations engaged in interstate business to become subject to 
regulations forbidding their directors and officers to own stock 
in or trade with the corporation and placing on them the duties 
and obligations of strict trustees. 
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It sounds startling, but would it not be wise? By making the 
directors and officers pure trustees, with no interest in the trust 
subject, their rights and duties would be immediately under- 
stood and defined. Dealings with the trust fund for their per- 
sonal profit would be a breach of trust, punishable as such. As 
impartial administrators of the trust fund, their actions would 
be determined by the interests of their cestui que trustent or 
beneficiaries, and one of the greatest evils of our present system 
would disappear. 

Charles Hall Davis. 

Petersburg, Va. 

Note. 

The plan suggested, in the foregoing article, for insuring honesty 
ir corporate management, so far as it is known, is entirely novel. 
Both the author and the Law Register hope that it will bring 
forth criticism and comment from the profession, so that if its effi- 
ciency be thought practical, it may be acted upon. 



